


THE ~ O V E R ~ E ~ T - O R ~ ~ N T E D  
CORPORATION 

by Murray L. Weidenbaum 
Professor of  Economics 
Washing ton Univers i t y  
December 1968 
Work1 ng Paper 6820 



Preface 

This paper draws upon e a r l i e r  research under the Washington Universi ty l C A M  

Economic Research Program t o  h igh l i gh t  one o f  the s t r i k i n g  long-term impacts of 

space and related government programs: The r l s e  o f  the corporation orlented prlmsri;:, 

t o  government rather than commercial markets, 

E a r l i e r  revisions were presented t o  a Department o f  Economics Seminar a t  

The Universi ty of  Colorado and to a conference on lllndependence and Accountabi l i ty 

in  Government Contracting," qmVwarS by the Carnegte Corporation. 

Research support was received from the National Aeronauttcs and Space Admini- 

s t ra t ion  through i t s  Grant NGR 26-008-003 t o  Washington University, 

expressed are so le ly  those of the author, 

The views 



THE GOV€RN~ENT~RIENTED CORPORATION 

By Murray L. Weidenbaum 

I ntroduc t ion 

As government agencies, notably those dealing wi th  m i l i t a r y  and space matters, 

have come t o  depend on new systems and equipment o f  a highly s c i e n t i f i c  content, they 

have grown t o  depend less and less on the l r  own laboratories and arsenals to design 

and produce the materials they use. Increasingly, the research, development and 

production of m i l i t a ry ,  atomic energy, and space systems are being performed in  the 

p r i va te  sector v i a  government contracts wi th  large Indust r ia l  corporattons, 

Were the governmental purchases s i m i l a r  to  those of  the p r i va te  sector, t h i s  

However, so much o f  these procurement funds might not be a noteworthy development, 

i s  devoted t o  faSr ly exot ic items f o r  which there are rarety established p r i va te  

markets -- missiles, space vehicles, nuclear-powered a i r c r a f t  carr iers, desal in izat ion 

systems, atomic energy items, and so forth.  

As a resul t ,  the companies serving t h i s  specialized government market develop 

capab i l i t i es  d i f f e r e n t  than those required for successful operation 5n t rad i t iona l  

commercial markets. There i s  a feedback here. As these companies become less effec- 

t t v e  i n  competing fo r  p r i va te  business and m r e  adept a t  obtaining publ ic contracts, 

they become heavi ly dependent on the government customer. 

o f  Defense maintains l i t t l e  capab i l i t y  to  produce the equipment that It needs, Hence, 

Conversefy, the Department 

i t  has come t o  r e l y  almost e n t i r e l y  on these government-oriented corporations, 

par t ies -0 pr i va te  and publ ic -0 become @#locked in" t o  a symbiotic relat ionship where 

they depend OR each other. 

Both 

A akhnonstratlon" e f f e c t  i n  other parts o f  the publ ic sector i s  now taklng 

place, 

cal  development and production e f f o r t s  are also turning t o  the government-oriented 

C i v l l i a n  government agencies that  require on occasion large-scale technologi- 

corporations. In m s t  cases to date, these are the same corporations as those which 
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dominate the m i l i t a r y  market and the products tha t  they produce are similar, 

two largest examples are space systems for NASA -0 an outgrowth o f  m i l f t a r y  ICBM 

programs m- and the development o f  a supersonic transport a i r c r a f t  (SST) under the 

sponsorship of the Department o f  Transportation -- an extension of milStary a i r c r a f t  

The 

developments. Thus far,  the government-oriented corporations have not played an 

important r o l e  in  domestic welfare programs. There are growing pressures f o r  changing 

th i s s i  tuat  ion, 

Up to the present time, the two major mechanisms avai lable f o r  decentral iz ing 

Federal a c t i v i t i e s  -0 the government-oriented corporation and grants to the states 

and l o c a l i t i e s  -- have been u t i l i z e d  i n  qu i te  d i f f e r e n t  fashions, The government- 

or iented corporation has been used i n  national secur i ty and related h igh technology 

programs, whi le grants-in-aid have been used pr imar i l y  i n  connection w i t h  welfare and 

other domestic programs, 

The d i f ference i n  the qua l i t y  o f  resources made avat lable f o r  publ lc  programs 

by the two mechanisms i s  s t r ik ing.  Compare the income and educational leve ls  o f  the 

engineers, sc ient is ts ,  and other h igh ly  educated, innovative professionals working on 

m iss i l e  o r  space systems w i t h  the t yp ica l  employee o f  s ta te highway departments o r  

local  welfare agencies. Compare the concentration o f  science and technology i n  nat ional  

secur i ty programs w i t h  t h e i r  v i r t u a l  absence from domestic welfare ac t i v i t i es ,  For 

example, a1 1 state agencies combined (excluding colleges and univers i t ies)  spent a 

mere $88 m i l  1 ion f o r  research and development i n  1965 compared t o  the Federal Govern- 

ment’s R & 0 budget o f  $16 b i l l i o n ,  seven-eights o f  which was devoted t o  m i l i t a r y  

applications, space and atomic energy.. 1/ 

In  a s ign f f l can t  e f f o r t  a t  d ivers i f i ca t ion ,  the major defense-space contractors 

in  recent years have made numerous attempts t o  penetrate, as well as t o  develop, 

c i v i l i a n  markets within the publ ic  sector i t s e l f ,  Although the d o l l a r  volumes o f  these 
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undertakings are s t i l l  small judged by the scale o f  m i l i t a r y  and space programs, they 

do involve government agencies doing business w i t h  high-technology p r i va te  enterprises 

that  were o r i g i n a l l y  a t t racted to  government work by the m i l i t a r y  establishment. 

The present appears t o  be a period o f  substantial explorat ion on the pa r t  o f  

both government agencies and business enterprises i n  assessing the kinds o f  re la t ion-  

ships through which they can successfully do business w i t h  each other. It is, hence, 

e a r l y  to  judge the successes or fa i lures.  Four areas seem t o  stand out as c i v i l i a n  

publ ic  sector a c t i v i t i e s  where the type o f  systems anatysis and advanced technology 

possessed by the leading military-space contractors can use fu l l y  be u t i l i z e d :  

transportation, water systems, communications systems, and regional development.- 21 

Improvements i n  Transportation 

A current example o f  Innovative transportat ion work by a government-oriented 

corparation i s  the development by Lockheed A i r c r a f t  Company o f  a transportat ion plan 

for the Sudan. 

International Development and the Sudan's Min is t ry  o f  Finance and Economics. I n  i t s  

systems analysis o f  Sudan transportation, Lockheed i s  charged w i t h  developing a t?ro:.i 

plan for development o f  a l l  forms o f  transportation, indicat ing speci f ic  projects 

establ ishing p r i o r i t i e s  among them. 

This work 1s being undertaken through contracts w i t h  the Agency f o r  

Within the United States, TRW, lnc., i s  conducting deta i led engineering studies 

The company i s  evaluating, o f  transportat ion requirements fo r  the Northeast Corridor, 

for the Department o f  Transportation, a l t e rna t i ve  modes and t ravel  concepts which 

can be used in a safe and convenient high speed ground transportat ion network, 

Development o f  Water Systems 

Several government-oriented corporations (Aerojet-General , General Dynamics, 

McDonnell-Douglas and United A i r c r a f t )  have been test ing to determine whether waste 

water can ,be reclaimed through "reverse osmosi s" (f i 1 t e r  ing out impurit ies w i t h  t h i n  
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membranes). The General Dynamics Corporation has been working w i t h  sani tat ion 

author i t ies  i n  Los Angeles County and the C i t y  o f  San Diego. 

Corporation i s  under contract wi th  the State o f  Pennsylvania t o  determine whether 

techniques used f o r  desalt ing water can be employed t o  p u r i f y  acid mine drainage, 

a major source o f  stream polut ion. 

Westinghouse E l e c t r i c  

Communications Systems 

Many defense-space contractors have obtained c i v i l i a n  government contracts i n  

which modern computer technology i s  drawn upon t o  improve communication systems, 

notably i n  the areas of education, health, and just ice.  

Corporation has been working wi th  the Ca l i f o rn ia  Department o f  Education on a computer 

system f o r  evaluating teacher credentials, Northrop Corporation i s  under contract 

wi th  the State of  Pennsylvania t o  develop a criminal j u s t i c e  information system. 

a broader scale, Lockheed A i r c r a f t  Corporation i s  designing statewide information 

systems f o r  Alaska, Cal i fornia,  and West Virginia.  

For example, Aerojet-General 

On 

Applying the Systems Approach t o  Area Development 

The most far-reaching attempt thus f a r  t o  apply systems analysis t o  the 

economic development o f  a region i s  the contract w i th  the Government o f  Greece under 

which L i t t o n  Industr ies has committed i t s e l f  not on ly  to  analyze and plan the growth 

o f  industry i n  an underdeveloped area, but actua l ly  t o  a t t r a c t  new investment to  it. 

On a much less ambitious level, General E l e c t r i c  Company's center f o r  advanced stu- 

dies, TEMPO, Is working wi th  the C i t y  o f  De t ro i t  t o  introduce budgeting techniques 

learned through i t s  cost-effectiveness work on projects o f  the Oepartment of Defense, 

A Need for Rethinking 

I t  i s  not hard, thus, t o  work up considerable enthusiasm f o r  the nation 

at ta in ing some c i v i l i a n  return on i t s  massive investment i n  m i l i t a r y  and space through 

the type o f  undertakings described above. However, we now have several decades of 
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experience wi th  the use o f  the government-oriented corporation i n  m i l i t a r y  and space 

programs, and an assessment reveals some serious side-effects. These unintended 

impacts o f  the government-industry re la t ionship appear worthy o f  some analysis, 

p a r t i c u l a r l y  p r i o r  t o  any wholesale u t i l i z a t i o n  o f  the government-industry re la t ion-  

ship i n  the c i v i l i a n  publ ic sector. 

The fol lowing sections o f  t h i s  paper describe the nature o f  the government- 

oriented corporation as i t  has developed i n  carrying out m i l i t a r y  and closely related 

programs (e-g. explorat ion o f  outer space). Some of the generally overlooked e f fec ts  

o f  the use o f  t h i s  mechanism are examined, The paper ends wi th  suggestions f o r  po l i cy  

changes which would make p r i va te  business f i r m s  more e f fec t i ve  instruments o f  publ ic 

po l i cy  and maintain t h e i r  essent ia l ly  p r i va te  character ist ics.  

The Role o f  the Government-Oriented Corporation 

Four- f i f ths of Federal purchases from the p r i va te  sector consist o f  goods and 

services for the m i l i t a r y  and space programs. 

i s  not made i n  circumstances where a great number o f  f i rms present sealed bids 

o f f e r i n g  t o  s e l l  f a i r l y  standard commercial stock items a t  f ixed prices. If t h i s  

i d y l l i c  s i t ua t i on  were to prevai l ,  i t  i s  most un l i ke l y  that  the phenomenon o f  the 

government-oriented corporation would have ar sen a t  a l l .  

Federal procurement involves acquiring a high y-engineered system designed and pro- 

duced t o  the government's own speci f icat ions and f o r  which there are no established 

p r i va te  markets. 

The great bulk o f  these procurements 

Rather, the typ ica l  

The Leadinq Government Contractors- 31 

An analysis of  the composition o f  the f i rms supplying these government markets 

lends important insights in to  the nature o f  the government-oriented corporation. 

Because these high technology markets are so completely subject to  the changing needs 

o f  the governmental customer, re lat ionships between buyers and se l l e rs  d i f f e r  from 



-6- 

those typ ica l  i n  the commercial sector o f  the economy. By the selection o f  contractors, 

the government can control ent ry  and e x i t ,  can great ly  a f f e c t  the growth o f  the f i rms 

involved, and can impose i t s  way o f  doing business on the companies par t ic ipat ing.  

The bulk of the contracts are l e t  as a resu l t  o f  negotiat ion wi th  a group o f  

suppliers chosen by the buyers. The governmental buyers normally request proposals 

from the f i rms that  they consider t o  be in  a pos i t i on  t o  undertake the magnitude o f  

R & D and production required. 

suppliers may become, i t  w i i l  r e la te  p r imar i l y  t o  t h e i r  technological capabi l i ty  and 

not simply t o  price. 

d i r e c t  function o f  t h e i r  budgets than of the products or systems avai lable through 

technological advance. When technology produces space boosters f o r  example, the 

Federal Government begins t o  develop an e f fec t i ve  demand fo r  exploring outer space. 

However keen the competition among the prospective 

Hence, the nature o f  the buyers' demands may be far less a 

Major port ions o f  the work contracted fo r  are performed by corporations 

or iented t o  publ ic  requirements rather than market demands. 

corporations are companies o r  f a i r l y  autonomous d iv is ions of large, d i v e r s i f i e d  

corporations whose dominant customers are the defense and space agencies o f  the Federal 

Government. The close, continuing relat ionship between the government and these 

corporations i s  more than regulat ion by Federal agencies o r  s e l l i n g  i n  markets where 

the government i s  a major determinant o f  price, as i n  the case o f  publ ic u t i l i t i e s ,  

agr icul ture,  o r  mining. Rather, i t  i s  the intertwining o f  the publ ic and p r i va te  

sectors so that  i t  i s  d i f f i c u l t  to  i d e n t i f y  when speci f ic  entrepreneurial o r  manage- 

ment functions i n  a given company are being performed p r imar i l y  by government agents 

o r  by p r i va te  indiv iduals on business payrol ls. As w i l l  be described subsequently, 

the contract mechanism provides the basic means f o r  such governmental intervention. 

A r e l a t i v e l y  l im i ted  number o f  companies receive the bulk  o f  the defense and 

These government-oriented 

space contract awards. I n  the f i s c a l  year 1967, the 100 companies obtaining the 
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la rgest  do l a r  volume o f  m i l i t a r y  prime contracts accounted f o r  two-thirds o f  the 

Department o f  Defense to ta l .  In the case o f  NASA, the top ?OO companies received 

nine-tenths o f  the t o t a l  contracts awarded during the year. 

Who are the government-oriented corporations? An analysis o f  the s ize 

d i s t r i b u t i o n  o f  the top 100 DOD contractors provides another dimension t o  the 

s t ruc tu re  o f  government markets. 

contrary t o  much o f  the w r i t i n g  o f  the so-called m i l i t a r y - i n d u s t r i a l  complex. 

the medium s ize corporations receive the largest share o f  the orders f o r  high techno- 

logy government products. 

received only 17 percent of the DOD contracts i n  1965. This group includes General 

Motors, Ford, Standard O i l  o f  New Jersey, RCA, Uniroyal, Eastman Kodak, Firestone 

T i r e  and Rubber, and Internat ional  Harvester. I n  contrast ,  the 30 companies w i t h  

assets i n  the $250-999 m i l  1 ion range received 39 percent o f  the contracts, the largest 

share o f  any group. 

manufacturers -- Boeing, Hughes A i r c r a f t ,  Lockheed, and North American Rockwell. 

These c e r t a i n l y  are not pygmies among business f i rms i n  the United States; nei ther 

are they a t  the very top rung o f  American industry. As might be expected, r e l a t i v e l y  

small companies d i d  p ropor t iona l l y  poorer; the 37 companies w i t h  assets below $250 

m i l l i o n  accounted f o r  on ly  11 percent o f  the to ta l .  

The g ian ts  o f  American industry do not dominate, 

Rather, 

The 27 corporations w i th  assets o f  $1 b i l l i o n  o r  over 

Typical f i rms i n  t h i s  category are the aerospace and e lec t ron ics  

Another dimension o f  the s t ruc tu re  o f  t h i s  government market re la tes t o  the 

extent o f  dependence on government work among the major contractors. 

data ind icate tha t  the firms most heav i l y  dependent on m i l i t a r y  orders -- those 

p r i m a r i l y  or iented to  government rather than p r i v a t e  markets -- are the medium size 

companies rather than the giants o f  American industry. 

contractors in  1965, f o r  the seven w i th  assets o f  $5 b i l l i o n  or over, defense contracts 

equaled less than 10 percent o f  t h e i r  sales i n  a l l  cases. For those 20 f i rms w i th  

assets i n  the $1 - 5 b i l l i o n  range, defense orders equaled less than 25 percent o f  

Again, the 

O f  the top 100 defense 
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sales. I n  contrast ,  21 out  o f  the 44 f i rms w i th  assets o f  $100-999 m i l l i o n  obtained 

defense contracts exceeding 25 percent o f  t h e i r  sales; i n  the case o f  10 of  these 

f i rms -- AVCO, Co l l i ns  Radio, General Dynamics, L-T-V, Lockheed, Martin-Marietta, 

McDonnelI, Newport News Shipbuilding, Northrop and Raytheon -- these government 

orders exceeded h a l f  o f  t h e i r  sales volume. These are c l e a r l y  the tfgovernment- 

or iented corporations," 

A l s o  the major i t y  o f  the smaller f i rms, those w i th  assets under $100 m i l l i on ,  

received defense contracts exceeding 50 percent o f  their  sales. This experience i s  

hard ly  typ ica l  o f  the thousands o f  smaller businesses pa r t i c i pa t i ng  i n  government 

markets. Rather, i t  r e f l e c t s  the nature o f  the sample, which i s  l im i ted  t o  f i rms 

receiv ing the largest  absolute amounts o f  defense contracts. 

During the past decade, over 80 percent o f  the government procurement o f  h igh 

technology products and systems has been made through negotiated rather than sealed- 

b i d  purchasing. 

services are not determined by the in te rp lay  o f  r e l a t i v e l y  impersonal market forces. 

Some observers r e l a t e  the lack o f  competit ion and sealed bidding t o  the concentrat ion 

o f  government business w i th in  a r e l a t i v e l y  few firms. 

Clear ly,  the pr ices  tha t  the government pays f o r  these goods and 

Adverse Side Ef fec ts  

The tendency f o r  the m i l i t a r y  establishment t o  r e l y  on a f a i r l y  l im i ted  group 

o f  suppl iers f o r  the bu lk  o f  i t s  needs has resul ted i n  a f a i r l y  unique government- 

industry relat ionship.  

cater  p r imar i l y  t o  special ized government markets, Federal Government agencies such 

as the Department o f  Defense and NASA gradual ly have taken over d i r e c t l y  o r  i n d i r e c t l y  

many o f  the decision-making funct ions which are normally the prerogatives o f  business 

management. 

In t h e i r  long-term dealings w i th  these corporations tha t  

A de ta i led  analysis o f  the largest segment o f  these government markets, A i r  

Force procurement, recent ly  concluded tha t  new s t ruc tu ra l  re la t ionsh ip  has been 
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created i n  which the A i r  Force, as a buyer, makes speci f ic  management decisions 

about po l i cy  and detai led procedures w i th in  aerospace companies that  s e l l  defense 

systems t o  the A i r  Force."k/ 

long-term impact of governmental procurement expenditures on the pr iva te  sector o f  

the Amer i can economy. 

This development may well  be the most s ign i f i can t  

The publ ic assumption of ,  o r  act ive par t i c ipa t ion  in, p r iva te  business 

decision-making takes three major forms: inf luencing the choice o f  products the 

f i r m  produces, the source o f  cap i ta l  funds that i t  uses, and i t s  internal  opera- 

tions. - It needs t o  be kept i n  mind, o f  course, that  t h i s  government involvement 

i n  p r iva te  industry arises mainly i n  the case o f  the "government-oriented" corpora- 

t ions which operate p r imar i l y  i n  the unique and large-scale nature o f  m i l i t a r y  

weapon system, space system, atomic energy development, and related high technology 

pruchasing by the government. 

conventional items by a i l  government agencies through f ixed-price contracts awarded 

v i a  selaed-bid competition. 

51 

i t  hardly characterizes the procurement o f  standard 

By awarding massive contracts f o r  research and development ($10 b i l l i o n  i n  

the f i s c a l  year 1966) the Department o f  Defense and NASA have come t o  strongly 

influence o r  determine which new products the i r  essent ia l ly  common group o f  con- 

t ractors  w i l l  design and produce. The governmental customers thus d i r e c t l y  finance 

the R & 0 e f f o r t s  and assume much o f  the r i s k  o f  success o r  fa i lure.  I n  the 

commercial economy, i n  contrast, research and development costs normally are only 

recovered t o  the extent that  they resu l t  i n  the sale o f  p ro f i t ab le  products. Hence, 

the decisions t o  embark upon a product research and development program are made 

by the sel lers,  who bear the r i s k  o f  not recovering t h e i r  technological investment. 

O f  course, government contractors may and do sponsor and fund some o f  t he i r  

own R E D e f fo r t .  

contract. Much i f  not most o f  the. remainder i s  charged as allowable overhead on 

However, the bulk o f  t h e i r  R C D i s  performed under government 
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t h e i r  government contracts, having met the approval o f  contract  admin is t ra t ion 

o f f i c i a l s .  In  good measure, m i l i t a r y  and space product design and development i s  

not an intermediate good but an end product which the contractor produces f o r  s a l e  

t o  the government under contract  awarded before the R & D i s  undertaken. 

A committee o f  senior government o f f i c i a l s ,  chaired by then Budget Bureau 

D i rec tor  David Be l l ,  reported t o  the President i n  1962 tha t  "...The major i n i t i a t i v e  

and respons ib i l i t y  f o r  promoting and f inancing research and development have i n  

many important areas been sh i f t ed  from p r i v a t e  enterpr ise ( inc lud ing academic as 

we1 1 as business i n s t i t u t i o n s )  t o  the Federal Government." The Bel 1 Committee went 

on t o  po in t  out  tha t  u n l i k e  thepresent s i t u a t i o n  where the Federal Government 

finances the b u l k  o f  the nat ional  expenditure f o r  R 8 D,  p r i o r  to World War 1 1  most 

o f  the na t ion 's  research achievements occurred w i th  l i t t l e  Federal support. - 6 /  

The government also uses i t s  vast f inanc ia l  resources t o  supply much o f  the 

p lan t  and equipment and working capi ta f  used by i t s  major contractors. A survey 

by the Stanford Research i n s t i t u t e  of 13 o f  the largest  m i l i t a r y  contractors,  covering 

the years 1957 t o  1961, revealed tha t  the cost o f  government-suppl ied property exceed- 

ed gross company property reported on corporate balance sheets.- 

the company-owned property was used by the commercially-oriented d i v i s ions  o f  these 

companies, ra ther  than by the d iv is ions  working on government contracts. 

71  Horeover, much o f  

More recent ly,  Department o f  Defense expenditures f o r  addi t ional  p lan t  and 

equipment t o  be supplied t o  i t s  contractors have r i sen  sharply, from $56 m i l l i o n  i n  

the f i s c a l  year 1965 t o  an estimated $330 m i l l i o n  i n  the f i s c a l  year 1967. H i s t o r i c -  

a l l y ,  the major expansions i n  government-supplied f a c i l i t i e s  have occurred dur ing 

war-time periods. Post-war reductions i n  such assistance have not been on a scale 

t o  o f f s e t  the expansions during hot war. Hence, the long-term trend has been f o r  

large-scale Federal supply o f  f i xed  cap i ta i  t o  these governmentally-oriented corpora- 

t ions. 
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In addft ion, approximately $5 b i l l  ion o f  outstanding Ifprogress" payments are 

held by m i l i t a r y  contractors. 

exceed t h e i r  t o t a l  net worth. M i l i t a r y  procurements regulations provide speci f ic  

disincentives for the use o f  p r i va te  working capital,  

Services Procurement Regulation, progress payments equal t o  80 percent o f  the costs 

incurred in government contracts generally are provided without in terest  charge t o  

the contractors. - 

Some f i r m s  report  that  such government-supplied funds 

As specif ied i n  the Armed 

8/ 

However, should these companies decide to  r e l y  on p r i va te  sources f o r  working 

cap t a l ,  t h e i r  interest  payments may not be charged t o  the contract and hence must 

come out o f  t h e i r  p r o f i t s .  Presumably, t h i s  arrangement resul ts  i n  smaller t o t a l  

cost t o  the government because o f  the lower in terest  rates paid by the U, S. Treas- 

ury on the funds that  i t  borrows. However, the resu l t  also i s  t o  increase the 

extent to  which publ ic  rather than p r i va te  capi ta l  finances the operations o f  

government contractors. Hence, the f inanc ia l  stake that the government has i n  the 

performance o f  I t s  contractors i s  increased further, 

Perhaps the most pervasive way i n  which the Federal Government assumes the 

management decision-making functions o f  i t s  systems-type contractors i s  through 

the procurement l e g i s l a t i o n  and regulat ions governing the awarding o f  these contracts. 

For example, the Armed Services Procurement Regulation requires m i l i t a r y  suppliers 

t o  accept on a "take i t  o r  leave i t t f  basis many standard clauses i n  government 

contracts which give the m i l i t a r y  contracting and survei l lance o f f i c e r s  numerous 

powers over the internal  operations o f  these companiesc 

by the Armed Services Procurement Ac t ,  i t  attempts t o  fo l low the ASPR, 

Since NASA i s  also governed 

These u n i l a t e r a l l y  determtned grants o f  author i ty  vary from matters o f  sub- 

stance to items so m i n o r  that  they border on the ludicrous.. O f  course, i n  many 

instances these r e s t r i c t i o n s  have been imposed to  prevent spec i f ic  abuses o r  even 

i n  an e f f o r t  to a id  the contractors, One extremely knowledgeable defense o f f i c i a l ,  
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Graeme C. Bannerman, Assistant Secretary o f  the Navy ( lns ta l la t ions  and Logist ics), 

stated that  these po l i cy  and procedural changes 'lare designed not t o  provide 

r i g i d i t y  o r  t o  i n h i b i t  judgment, but rather t o  establ ish a framework w i th in  which 

the widest d iscret ion may be exercised i n  deal ing w i th  each indiv idual  transaction,Il 

But then, as Professors George 

statement, po int  out: 

"It i s  d i f f i c u l t  
of d i rec t ives  wh 
deta i led regulat 
administrator, w 

Certainly, governmental 

ra re ly  consider the cumulative 

entrepreneurship, Viewed as a 

Steiner and W i l l i a m  Ryan, commenting on the Bannerman 

f o r  us t o  see how increasing the number 
ch apply t o  industry, then placing these 
ons i n  the hands o f  the average contract 
1 1  increase the contractor Is freedom." 2/ 
policymakers i n  the area o f  m i l i t a r y  contracting 

and long-term impacts on company i n i t i a t i v e  and 

t o t a l i t y ,  these res t r i c t i ons  represent a new form 

o f  government regulat ion o f  industry. This regulat ion i s  not accomplished through 

the t rad i t iona l  independent regulatory commission, subject t o  the Administrat ive 

Procedures Act and s imi lar  jud ic ia l - type  leg is la t ion,  but rather through the 

un i la te ra l  exercise o f  the government's monopsonistic market power. 

The author i ty  assumed by the governmental tfcustomerli includes power to 

review and veto company decisions as t o  which a c t i v i t i e s  t o  perform in-house and 

which t o  subcontract, which f i rms t o  use as subcontractors, which products t o  buy 

domestically rather than t o  import, what internal  f inanc ia l  report ing systems t o  

establish, what type o f  indus t r ia l  engineering and planning system t o  u t i l i z e ,  what 

minimum as well  as average wage rates t o  pay, how much overtime work t o  authorize, 

and so forth&/ As Professor Michael Reagan has described, 'When a business f i r m  

enters i n t o  a contract w i t h  the government,. ..The quasi-public nature o f  the con- 

t rac t ing  f i r m  i s  given i m p l i c i t  recogni t ion by requirements that  the f i r m  conduct 

i t s e l f  s i m i l a r l y  to a government agency i n  abiding by po l i c i es  that  bind such an 

agency. - 1 1 /  
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My f a v o r i t e  example o f  the more minor matters covered i n  the deta i led and 

voluminous m i l i t a r y  procurement regulat ions i s  the prescr ip t ion  tha t  the safety 

ru les  followed i n  the o f f i c e s  and fac to r ies  o f  the contractors must be consistent 

w i th  the l a t e s t  e d i t i o n  o f  the Corps o f  Engineers' safety manual, 

This e n t i r e  philosophy and a t t i t u d e  o f  close government review o f  the in ternal  

operations o f  i t s  contractors i s  so deeply imbedded tha t  when statements such as 

the fo l lowing one are added t o  the Armed Services Procurement Regulation they evoke 

no pub l ic  o r  industry reaction: 

IlAlthough the Government does not expect t o  pa r t i c i pa te  
i n  every management decision, i t  may reserve the r i g h t  
t o  review the contractor 's  management efforts...Il E/ 

Cost-plus contract ing has sh i f t ed  much o f  the r isk-bearing from the i ndus t r i a l  

The use o f  f i xed  p r i c e  contracts by the Oepartment s e l l e r  t o  the governmental buyer. 

o f  Defense has increased i n  recent years. However, a major share o f  m i l i t a r y  con- 

t r a c t s  s t i l l  i s  on a cost reimbursement basis. So long as t h i s  remains the case, 

the government determines which items o f  cost are ''allowable1i as charges t o  the 

contract, and hence, t o  a large extent t h i s  determines or a t  least  strongly influences 

which a c t i v i t i e s  and which items o f  expenditure the company can p r o f i t a b l y  undertake 

(disallowed costs d i r e c t l y  reduce company net p r o f i t s ) .  

The government-industry re la t ionsh ip  i s  a dynamic one. Numerous changes are 

made i n  m i l i t a r y  procurement regulat ions i n  the course o f  a year. Many o f  these 

changes fu r ther  extend the r o l e  o f  the government i n  the in ternal  operations o f  the 

contractors. 

h a l f  ending October 1967: 

The fo l lowing i s  a sample o f  new regulat ions during the year and a 

I n  contracts f o r  a i r c r a f t  t i r e s ,  tubes and recapping, the 

contractor must purchase an amount o f  rubber from the government's s tockpi le  equal 

to a t  leas t  50 percent o f  the value of the contract. The contractor does not ac tua l l y  

have to use the rubber from the s tockpi le  in f i l l i n g  the government contract. He can 

keep i t  for h i s  commercial work, Simi lar  requirements, somewhat less r e s t r i c t i v e  i n  
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their particulars, must be met by contractors who provide aluminum products, while 

military contractors must buy all of their jewel bearings from the government-owned 

Turtle Mountain Bearing Plant at Rolla, North Dakota. Of course, if such tie-in 

contracts were made between two private firms, they would run afoul o f  the anti-trust 

laws. 

In deciding whether costs of professional and consulting services used by a 

contractor are an allowable charge to a military contract, the government now 

decides "whether the service can be performed more economically by employment rather 

than by contracting" that i s ,  whether one of its contractors should hire an outside 

consul tant rather than a permanent employee (the government a1 so assumes the authority 

to review the qual if icat ions of the consultant) . 
Help-wanted advertising is no longer an allowable cost if it is in color. 

Advertising for employees, if it is to be an allowable cost, must be authorized in 
l3/ advance .- 

Moreover, the Pentagon recently has reported that it is reviewing "what 

actions on the part of the government are necessary to assure that compensation 

paid to contractor employees performing on government contracts is reasonable.tt- 
I 4/ 

Clearly, the trend for increased governmental involvement in private business 

declsion-making appears to be a long-continuing one. 

Also, Congressional committees have shown a growing concern during the past 

year with the efficiency of defense procurement, the profitability of defense 

contracts, and the controls exercised over Federal equipment used by government 

contractors . 
Analyzing the problem from the viewpoint of the individual defense industry 

executive, Steiner and Ryan reported that when company managers are faced with a 

large mass of government regulations, they spend time completing forms which ought 

better be left to performance. The typical application of Government regulations is 
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designed t o  insure, on the average, sa t is fac to ry  performance, or,  conversely, t o  

prevent fa i lu res .  However, i n  doing th i s ,  the Government o f ten  i n h i b i t s  t 

performance and innovation on the p a r t  o f  p ro jec t  managers. 'Tightened contro ls  

resul ted i n  their performing under t h e i r  capabi l i ty .  I&/ 

Looking a t  defense-space companies as a whole, there are numerous spec i f i c  

ind icat ions these government-oriented corporations have displayed l i t t l e  entrepre- 

neural i n i t i a t i v e .  The dependence of  the shipbui ld ing companies on government 

contracts and subsidies i s  wel l  known. i t  has resul ted i n  that  indust ry 's  f a i l u r e  

t o  undertake new product development on i t s  own o r  otherwise e f f e c t i v e l y  t o  compete 

i n  the open world market. S imi la r ly ,  the aerospace industry general ly has made 

numerous but on ly  half-hearted e f f o r t s  t o  u t i l i z e  i t s  much vaunted engineering and 

systems analysis capab i l i t y  t o  penetrate commercial markets. Their non-aircraf t  

d i v e r s i f i c a t i o n  e f f o r t s  mainly have been l im i ted  t o  the governmental environment 

w i t h  which they are so famil iar .  

Possible Po l icy  Chanqes 

Recent periods o f  defense cutbacks gave r i s e  to  demands f o r  u t i l i z i n g  the 

supposedly unique research and development and systems management capab i l i t i es  o f  

m i l i t a r y  contractors i n  c i v i l i a n  pub l i c  sector ac t i v i t i es .  indeed, the current 

concern over the need t o  respond t o  the rac ia l  problems i n  the centers o f  the nat ion's 

major c i t i e s  has resul ted in renewed pressures fo r  pu t t i ng  to  work the science and 

i n t e l l e c t  o f  our major high technology corporations i n  the f i e l d s  o f  education, 

t ra in ing,  mass urban transportat ion, urban redevelopment, and the reduction o f  

poverty general ly. Given a decl ine i n  mil i tary-space spending i n  the near future,  

such act ion may a lso be an e f f e c t i v e  short-term means o f  preventing unemployment i n  

defense areas. However, as a matter o f  long-term pub l i c  pol icy,  would i t  be wise 

f o r  the na t ion  t o  expand tha t  branch o f  industry which increasingly develops the 

charac ter is t i cs  and menta l i ty  o f  a government arsenal? A t  the least ,  the possible 
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existence of adverse side-effects should be recognized and taken into account in 

extending the utilization of the private corporation in the government's business. 

Reducinq the Close Government-Industrial Relationship 

Governmental procurement policies and practices may need to be modified in 

order to halt the erosion of the basic entrepreneurial character of the firms that 

undertake large-scale developmental programs for the Federal establishment. The 

plea for "disengagement" made by defense and space contractors might be given 

greater weight, although the public interest would necessitate continuing protection 

and concern. 

One way of reducing the financial dependence of defense-space companies on 

the government would be to make interest on working capital an allowable cost on 

military and space contracts. Interest on indebtedness is a standard cost o f  doing 

business and should be recognized as such. Unlike the period of rapid and uncertain 

expansion of defense work in the early t9401s,  mi1 itary and space contracts are now 

an established feature of  American industry. The Treasury no longer needs to serve 

as banker. 

A second way of strengthening the private entrepreneurial character of 

defense-space firms i s  to streamline and reduce the variety and scope of special 

provisions in procurement legislation and regulations. Let these companies develop 

their own safety rules to  discourage employees from skidding on factory f loors .  We 

seem at times to forget why in the first place we prefer to use private enterprise 

rather than government arsenals to develop and produce most of our weapon systems. 

it i s  not because private corporations are better than government agencies at 

following rules and regulations - at doing it by the numbers. It is precisely for 

the opposite reason. We hope that private enterprise is more creative, more imagina- 

tive, and more resourceful. 
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product 

done by 

avai lab 

A third way of reducing the close, continuing relationship between the 

Federal establishment and its major suppliers is to broaden the competitive base. 

This could be accomplished by encouraging commercially-oriented companies to consider 

military and space work as a possible source of diversification for them. 

recommendations concerning interest on working capital and streamlining procurement 

procedures should help on that score. Also, defense-space companies could be 

encouragedencouraged to diversify into commercial markets. It may be natural for 

procurement officials to favor firms whose interests are not I'diluted'' by commercial 

work. 

run. Certainly, the diversification of industry both into and out of high technology 

government markets would reduce the present tendency for a relatively small number 

of companies to become primarily dependent on Federal business. 

The 

However, the diversified company may also be the more efficient one in the long 

Another method of broadening the competitive base would be to emphasize 

This could be on rather than R & D as the major point of competition. 

doing more of the design work in Federal laboratories and making the designs 

e to the various private companies who would bid on the production work. 

Substantial precednets exist for this approach. NASA did the primary development 

work on the Saturn rocket booster, and subsequently commissioned private industry 

to produce the boosters. Alternatively, the design and development work could be 

done in the private sector, with the companies competing for this kind of work not 

being permitted to bid on production contracts. 

At present, mich of the military subcontracts go to companies that are prime 

contractors on other systems. More attention in the award of subcontracts could 

be paid to small business and other industries not actively participating in the 

military market as primes. 

competitive advantages that accrue to the dominant primes that hold on to government- 

owned plant and equipment for long periods of time. 

Some thought also could be given to reducing the 

The free provision of these 



assets also explains t h e i r  h igh p r o f i t  rates. 

would be t o  c u r t a i l  the prac t ice  o f  furn ish ing p lan t  and equipment t o  long-term 

government contractors and, instead, t o  g ive them greater incentives t o  make t h e i r  

own cap i ta l  investments. 

The simplest approach, o f  course, 

Appl icat ion t o  C i v i l i a n  Publ ic Sector A c t i v i t i e s  

Certainly,  the deta i led day-to-day governmental survei l lance o f  in ternal  

company operations which i s  so charac ter is t i c  of  the weapon and space system markets 

would appear t o  be a poor precedent to fo l l ow  i n  establ ish ing the r e l a t i v e  ro les  o f  

industry and government i n  such c i v i l  pub l i c  sector areas as urban rehab i l i t a t i on ,  

env 

the 

dec 

ronment p o l l u t i o n  contro l ,  and t ra in ing  and education. 

On the pos i t i ve  side, governmental procurement o f  goods and services from 

p r i va te  sector might wel l  emphasize the end resu l ts  desired by governmental 

sion-makers, rather than the deta i led manner i n  which industry designs and 

manufactures the f i n a l  product. tn i t s  essence, t h i s  i s  the d i f ference between 

deta i led design speci f icat ions prepared by the governmental buyer versus c lear  

statements o f  performance desired by the government. The l a t t e r  approach, o f  course, 

gives maximum opportuni ty f o r  p r i va te  i n i t i a t i v e  and inventiveness t o  come t o  bear 

on the problems o f  the publ ic  sector. 

That, o f  course, i s  the basic and d i f f i c u l t  task o f  using p r i va te  enterpr ise 

i n  the performance o f  pub l i c  functions without e i t he r  convert ing the companies to  

unimaginative arsenalized operations o r  l e t t i n g  them obta in  windfa l l  p r o f i t s  because 

of the government's i n a b i l i t y  t o  d r i v e  hard enough and i n t e l l i g e n t  enough bargins, 

The answer i s  ne i ther  simple nor apparent, I n  par t ,  however, i t  does l i e  

i n  governmental poiicy-makers and administrators constant ly being aware o f  the need 

to steer tha t  d i f f i c u l t  middle course between governmental arsenal izat ion o f  

industry, on the one hand, and p r i va te  in te res ts  obtaining high p r o f i t s  unrelated t o  

e i t he r  the investments they have made o r  the r i s k s  tha t  they have borne, on the other. 
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